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IN THE 

United States Court of Appeals 

for the District of Columbia 

January Term, 1943 

No. 8423 

HERBERT W. SMITH, Petitioner, 

v. 

GUY T. HELVERING, Respondent. 

BRIEF ON BEHALF OF PETITIONER. 

This case is before the Court upon Petition for Review 
of a decision of the United States Board of Tax Appeals, 
determining a deficiency in income tax for the year 1937, in 
the sum of $3,134.16. 

1. The pleading necessary to show the existence of the 
jurisdiction in this Court is: 

The Petition for Review. 



STATEMENT OF THE CASE. 

The Petitioner paid the sum of $20,863.50 for certain 
shares of the stock of the San-I-Sal Laboratories, Inc., and 
these shares having become worthless during the calendar 
year 1937, the Petitioner deducted the cost thereof from 
his gross income in computing net income for the taxable 
year 1937. 

The Commissioner of Internal Revenue, the Respondent 
herein, disallowed this deduction and accordingly deter¬ 
mined a deficiency in income tax for the year 1937. From 
this determination the Petitioner appealed to the United 
States Board of Tax Appeals, and after trial the Board 
affirmed the determination of the Commissioner of Internal 
Revenue, holding and deciding that the shares of stock 
owned by the Petitioner in San-I-Sal Laboratories, Inc., be¬ 
came worthless prior to the calendar year 1937. The 
Board entered its Decision accordingly. 

STATEMENT OF POINTS ON REVIEW. 

1. It was error for the Board to decide that the loss sus¬ 
tained bv Petitioner on account of his investment in the 
*tock of San-I-Sal Laboratories, Inc., was not sustained in 
the year 1937. 

2. It was error for the Board not to hold that Petition¬ 
er’s investment in the stock of San-I-Sal Laboratories, Inc., 
was a loss to Petitioner in the year 1937. 

3. It was error for the Board to find as a fact that the 
shares of stock owned by the Petitioner in San-I-Sal Labo¬ 
ratories, Inc., “became worthless prior to the calendar year 
1937”. 

4. It was error for the Board to base its Opinion and De¬ 
cision upon the Conclusion of Fact referred to in the para¬ 
graph last preceding. 

5. It was error for the Board to hold and to decide that 
there was a deficiency in income tax for the year 1937, in 
the sum of $3,134.16, or in any sum whatsoever. 



THE STATUTE INVOLVED. 

The Statute involved is Section 23(e)(2) of the Revenue 
Act of 1936: 

“Sec. 23. Deductions from Gross Income. 

In computing net income there shall be allowed as de¬ 
ductions : 
• •••••• 

(e) Losses by Individuals.—In the case of an indi¬ 
vidual, losses sustained during the taxable year and not 
compensated for by insurance or otherwise— 
• ••*•*# 

(2) if incurred in any transaction entered into for 
profit, though not connected with the trade or business; 

SUMMARY OF ARGUMENT. 

I. 
This action arose as a result of a determination by the 

Commissioner of Internal Revenue that a loss of $20,863.50, 
sustained by Petitioner on his investment in shares of stock 
of the San-I-Sal Laboratories, Inc., was not sustained in 
the year 1937 when that amount had been deducted by Peti¬ 
tioner from his gross income in determining net income for 
Federal tax purposes. The Board of Tax Appeals, conced- | 
ing the amount and the fact of the loss, held and decided that 
the loss had been sustained in a year prior to 1937. 

n. 
The evidentiary facts found by the Board of Tax Appeals 

do not support the Decision made by the Board, nor do they 
afford any basis for the Board’s Opinion and Decision. 

m. 
The statement appearing in the last paragraph of the 

Board’s “Findings of Fact”, as follows: 

“The shares of stock owned by Petitioner in San-I- 
Sal Laboratories, Inc., became worthless prior to the 
calendar year 1937. ...” 
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is not a finding of an evidentiary fact, but is the expression 
of a conclusion of fact which finds no support in the “Find¬ 
ings of Fact” made by the Board. 

ARGUMENT. 

There is only one question involved and presented to the 
Court by the Petition on Review: 

Do the evidentiary facts, as found by the Board afford 
any basis for the Board’s conclusion of fact that the 
loss claimed and conceded by the Board to have oc¬ 
curred, occurred in some year prior to 1937, the year in 
which the deduction was sought. 

The “Findings of Fact” of the Board do not support its 
conclusion of fact, but, on the contrary, support the exactly 
opposite conclusion. 

As has been indicated, the Board of Tax Appeals found as 
a fact that Petitioner had sustained a loss of $20,863.50 on 
his investment in the shares of stock of San-I-Sal Labora¬ 
tories, Inc. (App. p. 13), so that the only question before 
the Board, and the only question before this Court, was, and 
is, whether or not the evidentiary facts found by the Board 
support the Board’s conclusion of fact, i.e., that “The shares 
of stock owned by Petitioner in San-I-Sal Laboratories, Inc., 
became worthless in the calendar year 1937”. 

The Opinion of the Board attempts to rationalize the 
Board’s conclusion of fact that Petitioner’s loss occurred 
prior to the year 1937, but, as will be seen from the language 
of the Opinion, it is based, in the first place, upon general¬ 
izations and deductions drawn therefrom, which find no 
support in the Board’s Findings of Fact, taken as a whole. 

As support for these assertions, the Petitioner draws the 
attention of the Court to the following evidentiary facts as 
found by the Board. These findings will be discussed 

seriatim. 

“The * * * petitioner was granted a patent on his 
formula which he assigned to the San-I-Sal Labora¬ 
tories.” (App. p. 9) 
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“In addition to the trade-mark ‘San-I-Sal’ which 
petitioner had obtained in 1922 the Delaware corpora¬ 
tion owned six trade-marks which it had acquired in 
1925, 1926, 1927 and 1928.” (App. p. 10) 

“After 1929, the Corporation had no full time em¬ 
ployees, and disposed of most of its equipment piece¬ 
meal. Most of the business of the Corporation, after 
1929, consisted of casual sales on orders received.” 
(App. p. 13.) 

The Corporation remained in existence until December 
1937, and so it is apparent from the findings quoted, that 
the Corporation had part time employees, that it owned 
patent and trade-mark rights and that it had some equip¬ 
ment which it was disposing of as necessities re¬ 
quired, and seemed proper in the exercise of prudent 
business judgment. From these same findings it is appar¬ 
ent that the Corporation had some business up until the end 
of 1937, as otherwise the Board could not have found, as a 
fact, as it did, and such Finding was supported by evidence 
that “Most of the business of the Corporation, after 1929, 
consisted of casual sales on orders received”. 

The Board next found as a fact that: 

“Gross sales amounted to $1,624.70 in 1929, and in each 
of the years 1930 to 1937 inclusive averaged approxi¬ 
mately $350. which was less than the cost of the goods 
sold.” (App. p. 13) 

This finding is exactly tantamount to a finding that the 
Corporation was still in business until December 1937, the 
year in which it is claimed the loss occurred, and it is also 
tantamount, more particularly, to a finding of fact that it 
was still marketing its product, though at a loss. 

The Board also found as a fact that: 

“From 1925 to 1937, inclusive, Petitioner advanced 
to or paid or paid in behalf of the corporation sums ag¬ 
gregating $76,649.06. Of this amount $55,696.51 repre¬ 
sented payments on accounts which Petitioner had 
guaranteed. Other expenditures in behalf of the corpo¬ 
ration went for operating expenses * In the fall of 1937, 

* Italics supplied. 
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the outstanding liabilities of the Delaware corporation, 
having been liquidated, an application for a certificate 
of dissolution was made and, on December 18,1937, the 
Secretary of the State of Delaware issued a certificate 
of dissolution.” (App. p. 13) 

The above findings are exactly equivalent to findings to 
the effect that during all of the years 1925 to 1937 inclusive, 
the Petitioner advanced large sums of money for and on be¬ 
half of the Corporation, which surely is cogent indication 
that the Corporation was still a “going concern”. 

The particular finding, set forth last above, that “Other 
expenditures in behalf of the Corporation went for operat¬ 
ing expenses”, indicates that the Corporation was still in 
business, otherwise, obviously, it could not have had ‘ ‘ oper¬ 
ating expenses”. Further, the finding, quoted last above 
to the effect that the Corporation’s liabilities had been liqui¬ 
dated by the fall of 1937, conclusively shows that it was not 
until that time, i.e., 1937, that the Corporation was prepared 
to close out its affairs and dissolve, as it did, on December 
18,1937. 

The findings of the Board, quoted above, are in conflict 
with the Board’s other findings, most of which are merely 
historical in nature, and indicate nothing more than that 
the Corporation had operated at a loss from 1923 until the 
time of its dissolution in 1937. But even if the Board’s find¬ 
ings of the evidentiary facts are taken as a whole, the con¬ 
clusion is inescapable that the Board’s “conclusion of fact” 
that the shares of stock owned by the Petitioner became 
worthless prior to the calendar year 1937, finds flat contra¬ 
diction in those Findings of Fact made by the Board which 
have been set forth above. 

The Board of Tax Appeals recognized that the sole ques¬ 
tion before it in this case wras one of fact, and, therefore, ap¬ 
parently apprehended that it would encounter difficulty in 
writing its Opinion unless it first made a conclusion of 
fact to the effect that Petitioner’s investment in the stock 
of San-I-Sal Laboratories, Inc., became -worthless prior to 
the calendar year 1937. 



The Petitioner recognizes that this Court will not under ¬ 
take to balance admitted facts, not to deduce from those 
facts propositions of fact upon which legal conclusions are 
based (Cf. Burr v. Des Moines Navigation and Railroad Co., 
1 Wall. 99, 17 L. Ed. 561). However, this is not a case in¬ 
volving conflicting testimony, because the case is before this 
Court upon the Board’s Findings of Fact. Neither is thii 
a case requiring the Court to balance admitted facts. Thi^ 
is a case in which some of the Board’s affirmative finding^ 
of the evidentiary facts are in direct conflict with thb 
Board’s conclusion of fact referred to above, notwithf- 
standing the effect of all other facts found by the BoarcJ. 

In effect, the Petitioner’s case, in this aspect, presents the 
question: Can the judgment of the Board find support in 
its findings of the evidentiary facts, as distinguished from 
its conclusion of fact (Cf. The Brooklyn Life Insurance 
Co. v. Miller. 12 Wall. 285, 20 L. Ed. 398). 

In its Opinion, the Board, by way of explaining its method 
of reaching its conclusion of fact, says: 

**A taxpayer has no choice as to when he will deduct |a 
loss for income tax purposes. The loss must be taken 
in the year in which it is sustained and at no other time 
and this means the year in which these shares in every 
substantial and realistic way become worthless. It Js 
true that a mere fluctuation in value is not enough an|d 
there must be some happening to fix the time. That 
such an event occurred many years before 1937 seen^s 
self-evident from the facts as they appear in this record. 
It was a substantial part of petitioner’s proof to estab¬ 
lish that these shares had a value at the beginning of 
1937. Mark D. Eagleton, 35 B. T. A. 551, affd. 97 Fed. 
(2d) 62. In order for shares to become worthless wit i- 
in a year, they must have had value at the beginning 
of the vear. No evidence was offered to establish this 
fact and it seems evident that none could have been of¬ 
fered.” 

In the Eagleton case, the only case cited by the Board jrf 
Tax Appeals in support of its position in the instant ca^e, 
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i the Circuit Court of Appeals for the Eighth Circuit (97 F. 
(2d) 62) said (p. 64): 

“It might well have been concluded from the above 
evidence that the stock of petitioner in this corporation 
became worthless in 1931. It is certain that petitioner 
failed to sustain the burden of proof that such loss oc¬ 
curred in 1932. Such burden was upon him and the 
failure to sustain it justifies the disallowance of this 
deduction by the Board. Brown v. Helvering, 291 U. S. 
193, 199, 54 S. Ct. 356, 359, 78 L. Ed. 725. This con¬ 
clusion is not opposed to Burnet v. Imperial Elevator 

i Co., 8 Cir., 66 F. 2d 643. There ‘the company was to 
and did continue in operation thereafter’ (page 645) 

I while here there was no showing of any intention to op¬ 
erate after September, 1931, and there was no business 
of any kind continued thereafter.” 

The opinion in Burnet v. Imperial Elevator Co. case (supra) 
therefore becomes of first importance and the quotation 

! therefrom must be considered in relation to the context of 
the paragraph of which it forms a part and in relation to 

i the effect of the entire opinion. In the Imperial Elevator 
Co. case, the Board of Tax Appeals had determined the loss 
on capital stock to have occurred during the year of actual 
liquidation of the corporation and not during the earlier 
year of the agreement to liquidate. The Commissioner of 
Internal Revenue sought review of this decision. Upon this 
aspect of the case the court said (p. 644): 

“As to the first point, we think the view of the board 
is correct. It is true that the situation revealed by the 
findings would lead one to believe that the condition 
of the mills company was hopeless upon May 1, 1922, 
when the liquidation agreement was made, and that 
there would not only be no realization of value left for 
the stock, but that there would be insufficient realiza- 

i tion from the assets to satisfy creditors and, although 
this situation is expressly recognized in the agreement 
itself, where it is stated that because of losses incurred 
and depreciation suffered in value of assets ‘it has be¬ 
come manifest and is now conceded by all the parties 
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hereto that the capital stock of the lumber company 
has no present or prospective value whatsoever except 
as a convenient means of holding its assets and liqui¬ 
dating its affairs,’ yet it is also true that no date is 
fixed for liquidation, the company was to and did con¬ 
tinue in operation thereafter and that there was power 
to borrow money for the purposes of its business. 

“Thus, while there was the strongest probability at 
that time that the stock would prove entirely worth¬ 
less, yet that fact was not finally determined until the 
disposition of all of the assets, upon December 1, 1922, 
at which time the proceeds were found insufficient to 
satisfy the debts.” 

The similarity of the vital points in the Imperial Eleva¬ 
tor Company case and the instant case is quite apparent. 
In the case of your petitioner the San-I-Sal Laboratories, 
Inc., did continue in business through the sale of its manu¬ 
factured products up to the date of dissolution. These 
products had been manufactured under patents and were 
distributed under trade-marks which were alive and valid 
and the property of the corporation up to the date of its 
dissolution. San-I-Sal Laboratories, Inc. was empowered 
to borrow money and did borrow money for the purposes 
of its business up to the date of dissolution. All these 
facts are set forth in the Findings of Fact of the Board. 

There was a strong probability that the stock of the San- 
I-Sal Laboratories, Inc., would prove worthless but that 
fact was not finally determined until the disposition of all 
of the corporation’s assets in December, 1937, at which time 
the debts had been paid in full leaving insufficient assets 
to allow any cash dividend to the stockholders upon liqui¬ 
dation. Therefore, if there can be varying degrees of 
“worthlessness,” the stock of the San-I-Sal Laboratories! 
Inc., prior to dissolution, was not as “worthless” as th^ 
stock involved in the Imperial Elevator Company case. 

Values of shares of stock are relative and these relative1 
values are determined by the purpose concerned. That is; 
to say that the shares of stock of San-I-Sal Laboratories! 
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i Inc., never had any cash value for possible sale on any 
stock exchange, nor any collateral value as a basis for a 
bank loan. However, Petitioner’s shares of stock, at all 
times had a value to Petitioner because he was sufficiently 
concerned with this value to continue to invest money from 
year to year, in the treasury of the corporation, to keep it 
alive and to permit the continuance of the business which 
such shares represented, and for the protection of the pat- 

I ent and trade-mark rights which Petitioner had assigned 
to the corporation. Perhaps the shares of stock of many, 
if not all of the corporations organized in this country every 

I year never have any “value” except as evidenced by their 
cost to the shareholder. Yet this fact cannot be accepted 
as a basis for determining the year of “valuelessness” un¬ 
der the income tax statutes. 

The Board’s conclusion of fact to the effect that Pe- 
I titioner’s stock became worthless prior to 1937 is an em¬ 

pirical statement which has its genesis in the language of 
the Revenue Acts and of the Treasury Regulations promul¬ 
gated thereunder. Apparently, the Board of Tax Appeals, 
in this case, as in the Eaglcton case (supra) has used “in- 

i solvency” or “unprofitable business” in the place of the 
i proper criterion for determining worthlessness of corpo¬ 

rate stock, i.e., “identifiable events.” The test applied by 
the Board of Tax Appeals in this case surely cannot be a 
proper exposition of the law. 

The Petitioner concedes that a taxpayer has no choice 
i as to when he will take a loss for income tax purposes. The 
! Petitioner concedes that losses must be taken in the year in 
i which they are sustained. The Petitioner concedes that a 

loss of investment in the shares of stock of a Corporation 
must be taken when the same have become worthless. The 
Petitioner concedes that mere fluctuation in value is not 

! enough to form the basis for a deduction, but Petitioner 
denies that the Board’s Findings of the evidentiary facts, 
taken as a whole, support the conclusion of fact that the 
loss occurred prior to 1937. 
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In the recent case of Rassieur v. Commissioner (C. C. A. 
8th), 129 F. (2d) 820, the Circuit Court of Appeals for the 
8th Circuit, in a case factually somewhat similar to this 
case, reversed the Board of Tax Appeals which had sus¬ 
tained the action of the Commissioner of Internal Revenue 
in disallowing a loss on an investment in the stock of a 
Corporation. 

In reaching its conclustion in the Rassieur case, the Court 

said (p. 821): 

“There is no dispute as to the evidentiary facts. The 
question here is whether the evidentiary facts consti¬ 
tute substantial evidence to support the ultimate fact, 
found by the Board, that this stock became worthless 
prior to the taxpayer’s tax year of 1933, # This 
is a question of fact. Helvering v. Ames, this Court, 
71 F. (2d) 939, 943.” 

There are many facts in the Rassieur case which closely 
parallel the essential facts in the present case. For exam¬ 
ple, the Court in the Rc ssieur case, said (pp. 825, 826): 

“The accomplishment of the purpose (i.e., to wind up 
the affairs of the business in an orderly fashion and to 
prevent greater losses),* depended entirely upon the 
willingness of the taxpayer to make advances. As long 
as he continued willing, the business would last. As 
long as it lasted there was a prospect of its successful 
survival. This situation is one of the decisive factors 
in this matter. So long as taxpayer was willing to pro¬ 
tect or pay the Company debts and to advance funds 
for its current expenses no one could say that any 
‘identifiable events’ had occurred which finally deter¬ 
mined the worthlessness of the stock. (See Ewing- 
Thomas Converting Company v. McCaughan, 3 Cir., 
43 F. (2d) 503, 504, 505.” 

The Court in the Rassieur case, after recognizing that 
mere fluctuations of securities are not basis for deductable 
losses said (p. 827): 

“The vital error of the Board is that it treats the sit¬ 
uation as though the picture comprehended only the 

* Parenthetical matter supplied. 
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ability of the company itself, and unaided, to go for¬ 
ward. It ignores the controlling facts that taxpayer 
was willing to: that it was to his financial interest; 
that he did advance money as needed to meet obliga¬ 
tions and pay running expenses; and that the company 
always held valuable securities which its stockholders 
believed, correctly, -would carry the company through. 
There was no substantial testimony to sustain the find¬ 
ing that any definitive act or situation making certain 
the worthlessness of this stock occurred before 1933. 
There was an ‘identifiable event’ here to determine 
when this stock became worthless and that event was 
the decision, in 1933, to terminate the business. Brown 
v. Commissioner, 6 Cir., 94 F. 2d 101, 103; Gowen v. 
Commissioner, 6 Cir., 65 F. 2d 923, 924.” 

The Petitioner in the instant case believes that this Court 
should apply the rationale of the decision of the Circuit 
Court of Appeals for the 8th Circuit in the Rassieur case, 
and hold that the evidentiary facts, as found by the Board 
of Tax Appeals, not only form no support for its conclu¬ 
sion of fact, but are in direct contradiction to such con¬ 
clusion. 

There are some cases to be found in which there are dicta 
to the effect that when there is reasonable hope and expec¬ 
tation of even a partial return, a taxpayer should not be 
permitted to delay taking a deduction for loss on invest¬ 
ment in Corporate stock, but such observations of the 
Courts cannot be lifted out of context and still have mean¬ 
ing. (Cf. Gowen v. Commissioner (C. C. A. 6th), 65 F. 
(2d), 923.) 

In the case of Benjamin v. Commissioner, (C. C. A. 2nd) 
70 F. (2d) 719, the Court said (p. 720): 

‘ ‘ There is no identifiable event indicating complete loss 
in 1926. The mere shutdown of the mill in that year 
was not conclusive, for prospecting continued, even 
though nothing was uncovered. Liquidation did not 
occur until 1927. There remained hope and possibility 
of success as long as the operations continued, and it 
cannot be considered a closed transaction in 1926. 
Deeds v. Commissioner, 47 F. (2d) (C. C. A. 6). 
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The Petitioner disagrees with the Board’s statement that, 
as a matter of law, it was a substantial part of Petitioner’^ 
proof to establish that the shares had a value at the begin! 
ning of 1937. If such an impractical test were to be applied 
in the case of losses claimed on investment in the stock of 
the average small Corporation, it is altogether likely thal} 
no taxpayer would ever be allowed a deduction. For ex¬ 
ample, a Corporation becomes insolvent, let us say in De¬ 
cember of any year, and there is hope of remedying the 
situation in any one of a number of ways, but if after efforts 
extending into the next calendar year this does not 
occur, the resultant loss cannot be deducted in the year 
of insolvency, accompanied by the hope of reorganization; 
nor can it be deducted in the succeeding year, even upon 
complete liquidation, because it would be practically impos¬ 
sible to establish that such stock had had value on January 
first of the year in which liquidation took place. 

It is submitted that the case of Marie D. Eagleton, 35 
B. T. A., 551, not only represents the expression of a totally 
unsound principle of law, which is incapable of practical ap¬ 
plication in cases of stock losses, but also it has no applica¬ 
tion to the facts of the case before the Court. This is so for 
these reasons: The Board of Tax Appeals found as a fact 
that the shares of stock owned by Petitioner in San-I-Sal 
Laboratories, Inc., cost him $20,863.50 (App. p. 13.), and 
also found as a fact that the San-I-Sal Laboratories, Inc., 
of Delaware, was incorporated in 1924, and that its prede¬ 
cessor was incorporated in 1923 (App. p. 9). The Board 
also found, as a fact that from their beginning, both cor¬ 
porations operated at losses. The earlier corporation, the 
Board found, lost $20,000 and the successor corporation, 
that is, the San-I-Sal Laboratories, Inc., of Delaware, op¬ 
erated at losses of approximately $57,000, $65,000, $63,000, 
$12,000 and $10,000, in the years 1924 to 1928, both inclu¬ 
sive. (App. p. 12.), and that the latter Corporation never 
operated at a profit. This being so, and the Petitioner hav¬ 
ing paid twenty-odd thousand dollars for his stock, it is 
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patent that at no time did the stock of the San-I-Sal Labora¬ 
tories, Inc., have any value. Therefore, if the rationale of 
the Eagleton decision were to be affirmed by this Court as 
the expression of a sound principle of law, this would be 
tantamount to saying that in no case (and there are many 
such) could a taxpayer ever overcome the prima facie cor¬ 
rectness of the determination of the Commissioner of In¬ 
ternal Revenue. Obviously, the Petitioner in this case could 
not have established in any year that the stock of the San-I- 
Sal Laboratories, Inc., had value, for the simple reason that 
it did not have value, although the Board found, as a fact, 
that the stock had cost the Petitioner not less than 
$20,863.50 and that the investment in the stock had been 
lost. Thus, under the circumstances of this case there 
could never have been an “identifiable event” unless such 
is to be found in the termination of the affairs of the Cor¬ 
poration and its liquidation and dissolution in 1937. 

CONCLUSION. 

It is submitted that the conclusion of fact of the Board 
of Tax Appeals to the effect that the loss sustained by the 
Petitioner upon his investment in the stock of the San-I-Sal 
Laboratories, Inc. is not supported by the evidentiary facts 
as found by the Board of Tax Appeals, but, on the contrary, 
is in direct contradiction thereto, and that therefore, this 
Court should reverse the Decision of the Board of Tax 
Appeals. 

Respectfully submitted, 

Stanley Stjydam, 

Attorney for Petitioner. 
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IN THE 
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poe the District of Columbia 

No. 8423. 

HERBERT W. SMITH, Petitioner, 

v. 

GUY T. HELVERING, COMMISSIONER OF 
INTERNAL REVENUE, Respondent. 

Petition for Review of Decision of the United States Board 
of Tax Appeals (now the Tax Court of the United States). 
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1 Docket No. 105166 

Herbert W. Smith, Petitioner, 

v. 

Commissioner op Internal Revenue, Respondent. 

Appearances: 
For Taxpayer: Stanley Snydam 
For Comm’r: Clay C. Holmes, Paul P. Lip ton 
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i 1940 Docket Entries 

Oct. 14—Petition received and filed. Taxpayer notified 

(Fee paid.) 
Oct. 11—Copy of petition served on General Counsel. 

' Nov. 29—Answer filed by General Counsel. 
Nov. 29—Request for hearing in New York, N. Y. filed by 

General Counsel. 

• ••••••••• 
Mar. 18—Memorandum findings of fact and opinion ren¬ 

dered. Arundell, #7. Decision will be en¬ 
tered under Rule 50. 3/19/42 copy served. 

2*»*«***«* 

' July 22—Decision entered. Arundell, Div. 7. 
Oct. 17—Stipulation of venue filed. 
Oct. 17—Petition for review of U. S. Ct. of Ap. for the 

Dist. of Columbia, with assignments of error 
filed by taxpayer. 

Oct. 17—Proof of service filed by taxpayer. 
1 Nov. 18—Praecipt of record filed by taxpayer—with proof 

of service thereon. 
i Nov. 25—Order enlarging time to Jan. 15, 1943 to transmit 

the record entered. 

3 Endorsed: Filed: Oct. 11, 1940 

Petition 

The above named Petitioner hereby petitions for a rede¬ 
termination of the deficiency set forth by the Respondent 
in his notice of deficiency, dated July 15, 1940, and as a 
basis for this proceeding alleges as follows: 

1. The Petitioner is an individual maintaining offices at 
30 East 42nd Street, New York, New York. 

2. The notice of deficiency, a copy of which is attached 
hereto and made a part hereof by reference, from which his 
appeal is taken, is dated, and purports to have been mailed 
to the Petitioner by the Respondent on July 15. 1940. 
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3. The taxes in controversy are income taxes for the cal¬ 
endar year 1937 in the sum of $3,214.66. 

4. The determination of the alleged deficiency in tax set 
forth in the notice of deficiency, hereinbefore referred to. 
is based upon the following errors: 

(a) Respondent erred in disallowing as a deduction from 
gross income as an ordinary and necessary business ex¬ 

pense the sum of $1,490.00. 
4 (b) Respondent erred in disallowing as a deducj 

tion from gross income the sum of $20,863.50 los^ 
sustained bv Petitioner in the taxable vear on his invest- 

* 

ment in the capital stock of San-I-Sal Laboratories, Inc. 
(c.) Respondent erred in disallowing as a deduction from 

gross income the sum of $350.00 as either a debt ascertained 
to be worthless and charged otf in the taxable year, or as; 
an ordinary and necessary business expense, or as a loss; 
incurred in a trade or business. 

5. The facts upon which the Petitioner relies as the basis; 
for this proceeding is as follows: 

(a) In 1924 Petitioner purchased 840 shares of the capi¬ 
tal stock of San-I-Sal Laboratories, Inc., for the sum of 
$20,S63.50, which stock Petitioner held until 1937 at whicli 
time the business of San-I-Sal Laboratories, Inc., was dis¬ 
continued, the affairs of the corporation completely liqui¬ 
dated and the corporation dissolved. The Petitioner neve * 
recovered any part of his investment in the stock of said 
corporation, but on the contrary lost the sum of $20,863.5(i 

(b) During the taxable year the Petitioner expended th^ 
sum of $600.00 in connection with three trips to Miam^, 
Florida, such expenditures having been made in the regulajr 
course of business during the taxable year in carrying on 
Petitioner’s trade or business. During the taxable year 
Petitioner paid the sum of $275.00 to one Hans Hiltpolq, 

an accountant and auditor, such expenditures having 
5 been made during the taxable year in carrying on the 

trade or business of the Petitioner. During the tax¬ 
able year the Petitioner paid the sum of $315.00 to one Clarp 
G. Smith in carrying on Petitioner’s trade or business and 
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paid the sum of $200.00 as salary to Hans Hiltpold for ac¬ 
counting services rendered by him to Petitioner, such ser¬ 
vices being necessary to Petitioner in carrying on his trade 
or business. 

(c) During the taxable year Petitioner paid the sum of 
$350.00 to George Batten Company, Inc., in discharge of 
the obligation of San-I-Sal Laboratories, Inc., to the said 
George Batten Company, Inc. Upon the termination of the 
business of San-I-Sal Laboratories, Inc., the complete liqui¬ 
dation thereof and dissolution of said corporation by sur¬ 
rendering its charter in the year 1937, said corporation 
was indebted to Petitioner in the sum of $350.00 which debt 
became worthless during the taxable year. 

Wherefore, Petitioner prays that this Board may hear 
i the proceeding and find and determine that: 

1. Petitioner is entitled to deduct from gross income for 
the calendar year 1937 the sum of $1,490.00 expenses in¬ 
curred and paid by Petitioner in the conduct of his business. 

2. That Petitioner is entitled to deduct from his gross 
income for the calendar year 1937 the sum of $20,863.50 loss 
incurred in the taxable year upon his investment in the 
capital stock of San-I-Sal Laboratories, Inc. 

3. That Petitioner is entitled to deduct from his gross 
income the sum of $350.00 as a debt ascertained to be 

worthless and charged off within the taxable year. 
6 4. That the Respondent herein erred in disallow¬ 

ing as deductions from gross income any of the 
amounts referred to herein. 

5. That Respondent erred in determining a deficiency in 
tax for the year 1937 in the sum of $3,214.66 or in any sum 
whatsoever. 

6. That Petitioner should have such other and further 
relief, from the determination of the Respondent as to this 
Board may seem just and proper. 
• ••••••••• 
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7 Treasury Department 

Internal Revenue Service 
Office of 
Internal Revenue 
Agent in Charge 
Upper N. Y. 
Division. Jul. 15, 1940. 
Mr. Herbert W. Smith, 
30 East 42nd Street, 
New York, New York. 

Sir: 

You are advised that the determination of your income 
tax liability for the taxable year December 31, 1937, dis¬ 
closes a deficiency of $3,214.66, as shown in the statement 
attached. 

In accordance with the provisions of existing internal 
revenue laws, notice is hereby given of the deficiency men¬ 
tioned. 

Within 90 days (not counting Sunday or a legal holiday 
in the District of Columbia as the 90th day) from the date 
of the mailing of this letter, you may file a petition with the 
United States Board of Tax Appeals for a redetermination 
of the deficiency. 

Should you not desire to file a petition, you are requested 
to execute the enclosed form and forward it to the Internal 
Revenue Agent in Charge, 341 - 9th Ave., N. Y. City, for the 
attention of UNY:CONF:SB. The signing and filing of 
this form will expedite the closing of vour return by per¬ 
mitting an early assessment of the deficiency, and will pre¬ 
vent the accumulation of interest, since the interest period 
terminates 30 days after filing the form, or on the date as¬ 
sessment is made, whichever is earlier. 

Respectfully, 

Guy T. Helvering, 
Commissioner. 

By C. B. Allen /sgd. 
Internal Revenue Agent in Charge 
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Enclosures: 
Statement. 
Form of waiver. 

8 Statement 

Mr. Herbert W. Smith, 
30 East 42nd Street, 

New York, New York. 

Tax Liability for the Taxable Year 

Ended December 31, 1937. 

Liability Assessed Deficiency 
Income tax $3,341.40 $126.74 $3,214.66 

In making this determination of your income tax liabil¬ 
ity, careful consideration has been given to the report of 
examination dated July 21, 1939; to your protest dated 
November 2, 1940; and to the statements made at the con¬ 
ference held on February 2, 1940. 

Adjustments to Net Income 

Net income as disclosed by return 
Unallowable deductions and 

additional income 
(a) Expenses $1,490.00 
(b) Worthless stock 20,863.50 
(c) Bad debt 350.00 

Net income adjusted 

Explanation of Adjustments 

(a) Expenses $1,490.00: 

The deduction claimed by you as representing expendi¬ 
tures in relation to Harles, Incorporated has been disal¬ 
lowed in that you failed to prove that these are ordinary 
and necessary expenses incurred or paid in carrying on 
any trade or business under Section 23-A of the Revenue 
Act of 1936. 

$6,298.26 

22,703.50 

$29,001.76 



(b) Worthless stock $20,863.50: 

Your claim for deduction of your investment in stock ^f 
San-I-Sal Laboratories, Incorporated has been disallowed 
in that you failed to prove its cost or make a satisfactory 
showing that it became worthless in the taxable year. Sec¬ 

tion 23(e) of the Revenue Act of 1936. 

9 (c) Bad debt $350.00: 

The deduction claimed by you representing payments to 
George Batten Company has been disallowed in that yqu 
failed to prove the purpose of this payment or that it rep¬ 
resented a proper deduction under Section 23 (k) of the 
Revenue Act of 1936. 

Computation of Tax 

Net income adjusted 
Less: 

Personal exemption 
Credit for dependents 

Bi lance (surtax net income) 
Less: 

Earned income credit 

Net income subject to normal tax 
Normal tax at 4% 
Surtax 

Correct income tax liability 
Income tax assessed: 

Original, account No. 253769 

$29,001.76 

$2,500.00 
-0- 

$1,006.07 
2,335.33 

2,500.0b 

26,501.7j> 

l,350.oj) 

25,151.7(1) 

3,341.4p 

3,341.40 

126.7^: 

$3,214.66 Deficiency of income tax 
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11 Endorsed: United States Board of Tax Appeals 
Filed Nov 29 1940 

Answer 

The respondent, by his attorney, J. P. Wenchel, Chief 
Counsel, Bureau of Internal Revenue, for answer to the 
petition heretofore filed in this proceeding, admits and de¬ 
nies as follows: 

1 1. Admits the allegations contained in Paragraph 1 of 
the petition. 

2. Admits the allegations contained in Paragraph 2 of 
the petition. 

3. Admits that the taxes in controversy are income taxes 
for the calendar year 1937; denies the remaining allegation 
contained in Paragraph 3 of the petition. 

4(a), (b), and (c). Denies that the Commissioner erred 
as alleged in subparagraphs (a), (b), and (c), of Para¬ 
graph 4 of the petition; denies that the Commissioner com¬ 
mitted any errors in determining the deficiency. 

5(a), (b), and (c). Denies the allegations contained in 
subparagraphs (a), (b), and (c), of Paragraph 5 of the 

petition. 
12 Denies generally and specifically each and every 

allegation contained in the petition not hereinbefore 
admitted, qualified, or denied. 

'Wherefore, it is prayed that the petitioner’s appeal be 
denied and the deficiency as shown in the deficiency notice 
be in all things approved. 

• ••••••••• 
13 Memorandum Findings of Fact and Opinion 

A deficiency in the sum of $3,214.66 has been determined 
for the year 1937. This action results from three adjust¬ 
ments made by respondent, one of which the petitioner con¬ 
cedes and one the Commissioner agrees he erred in making. 
There is left for determination the question whether peti¬ 
tioner is entitled to a deduction by reason of certain shares 
of stock becoming worthless in the taxable year. The 
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specific reasons given for the disallowance of the deduction 
are that the cost of the shares was not proven and sufficient 
evidence had not been presented by the taxpayer to the 
Commissioner to establish that the loss occurred in the tax¬ 
able year. 

Findings of Fact 

Petitioner is an attorney and mining engineer with offices 
in New York City. He made his returns for the taxable 
year with the Collector of Internal Revenue for the district 
of Florida. 

In 1920 and 1921, petitioner conducted considerable re¬ 
search with a view toward developing a formula which 
would reproduce the more beneficial effects of hot springs 
for home use. In 1922, having applied for a patent on a 
formula for a bath salts, petitioner undertook to market 
his product in a personal capacity, advancing to the busi¬ 
ness in that year approximately $10,000. 

In January 1923, petitioner organized a small corpora¬ 
tion under the laws of the District of Columbia to carry on 
the business. The name of the corporation was the San-I- 
Sal Laboratories and petitioner was the sole beneficial 
stockholder. On August 21, 1923, petitioner was granted 
a patent on his formula which he assigned to the San-I-Sal 
Laboratories. 

The San-I-Sal Laboratories continued to operate until 
September 22, 1924. During the period of its operation 
petitioner advanced approximately $36,000 to it and in the 
course of the development of its business it became indebted 
to the George Batten Company, an advertising agency, for 
approximately $80,000. 

In 1924, the George Batten Company decided to partici¬ 
pate in the business and it was instrumental in organizing 
a Delaware corporation known as the San-I-Sal Labora¬ 
tories, Inc. This company was incorporated on September 
18, 1924 to purchase and acquire the business of the Dis¬ 
trict of Columbia corporation, together with all of its as¬ 
sets, and to assume all of its liabilities. The company was 
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authorized to issue 2,000 shares of no par value capital 
stock, consisting of 1,000 shares of Class A stock and 1,000 
shares of Class B stock. On September 22,1924, the assets 
of the District of Columbia corporation were transferred 
to San-I-Sal Laboratories Inc. of Delaware, which latter 

company, incident to the transfer, assumed the lia- 
14 bilities of the District of Columbia corporation. Ap¬ 

proximately one-half of the stock of the Delaware 
corporation was issued to the members of the George Bat¬ 
ten Company and the remaining shares were issued to the 
petitioner and persons designated by him. 

The balance sheet of San-I-Sal Laboratories, Inc., as set 
forth in its Federal income tax return for the period Sep¬ 
tember 24 to December 31,1924, disclosed that on the latter 
date the corporation held current assets, consisting of cash, 
notes receivable, accounts receivable, and inventories in the 
amount of $64,806.45. Machinery and equipment were 
valued at $3,131.14 and patents were carried at $80,500. 
Its liabilities, consisting of notes and accounts payable, 
amounted to $151,352.92. 

In May 1925, the George Batten Company decided to 
withdraw from active participation in the business and ter¬ 
minated its relationship to the corporation. At that time 
the Delaware corporation -was indebted to the George Bat¬ 
ten Company to the extent of $138,843.32 for cash advances 
and advertising expenditures. In consideration of notes 
payable in monthly installments aggregating $12,500, the 
George Batten Company assigned to petitioner on that date 
its interest in the indebtedness due it from the Delaware 
corporation and transferred to petitioner the shares of 
stock it held in the latter corporation. Thereafter, peti¬ 
tioner owned substantially all of the stock of the corpora¬ 
tion. 

In addition to the trademark “San-I-Sal,” which peti¬ 
tioner had obtained in 1922, the Delaware corporation 
owned six trademarks which it had acquired in 1925, 1926, 
1927 and 1928. 
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In 1925, the corporation employed a firm to carry on a 
house-to-honse campaign for the sale of San-I-Sal products. 
The canvassers sold demonstration size packages which had 
a redemption value of the price paid when presented at a 
drug store in the purchase of a regular size package. 

The balance sheet of the Delaware corporation, as of 
December 31,1926, as set forth in the corporation’s Federal 
income tax return for the calendar year 1926, disclosed as¬ 
sets valued at $105,361.71, which included an item of $80,500 
for patents, and current liabilities of $179,551.81. Be¬ 
neath the balance sheet appeared the following remarks: 

The trial balance figures are large in proportion to small 
volume of business because they are carried over from a 
much too elaborate system of bookkeeping. The San-I-Sil 
Laboratories is engaged in making and distributing several 
new products to the retail drug trade. Originally started 
on a nation wide basis, in three years it lost $350,000.00. 
The principal business is now local and does not run $500.00 
a month. The difference necessary for its maintenance is 
now furnished by H. W. Smith. The business is not yet on 
a paying basis. A simpler set of books is being set up. 

The total assets of the corporation on December 31, 1927, 
as disclosed by the balance sheet set forth in its Federal 
income tax return for 1927, amounted to $7,607.49. Its lia¬ 
bilities, apart from capital stock, aggregated $204,747.86. 
The return for that year contained the following statement: 

This business has been operated at a heavy loss sincfe 
1923. The present basis of operation is small and the heavy 
liabilities accrued during earlier years. The business is 

kept going by advances from H. \Y. Smith, president 
15 and principal stockholder. This will explain the 

large balance sheet figures in proportion to small vol¬ 

ume of business. 
The assets of the corporation as of December 31,1928, as 

disclosed by the balance sheet set forth in its Federal in¬ 
come tax return for the calendar year 1928, were valued 
at $6,988.22. The return contained a statement similar to 
that set forth in the 1927 return. 
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The gross sales, loss on sales, and total operating defi¬ 
ciency of San-I-Sal Laboratories, Inc. and its predecessor 
for the year 1923 to 1928, inclusive, were as follows: 

Total Operating 
Gross Sales Loss on Sales Loss 

1923 $23,914.66 $8,316.25 $20,103.92 
1924 190,476.40 57,099.57 57,099.57 
1925 57,644.04 65,674.72 65,674.72 
1926 19,459.92 12,232.95 63,474.71 
1927 4,426.44 6,027.27 12,131.95 
1928 5,039.87 5,113.30 10,215.53 

At a meeting of the Board of Directors of the Delaware 
corporation held March 30, 1929, petitioner suggested the 
following plan “in order to conserve the remaining assets 
and retire the liabilities of the corporation”: 

1. That all raw materials be made up into finished prod¬ 
ucts and packed for shipment. 

2. That house to house sales effort be discontinued. 
3. That further manufacture within our own laboratory 

be restricted to part time. 
4. That a new location at lower rental be sought. 
5. That arrangements be sought with creditors for exten¬ 

sion of time of payments, in order to liquidate in full. 
At a meeting of the Board of Directors of the Delaware 

corporation held July 5, 1929, it was reported that a por¬ 
tion of the building occupied by the corporation had been 
released, leaving a net rent of $10.00 per month, that all 
personnel had been laid off except the secretary and chem¬ 
ist, and that all perishable raw materials had been manu¬ 
factured into finished goods packaged for distribution. 

On March 15,1930, the Delaware corporation filed a Fed¬ 
eral income tax return for the year 1929, sworn and sub¬ 
scribed to by the petitioner as president, which contained 
no figures or computations, but on the face of which was 
written the following: 

This business suspended and discontinued early in 1929 
after continued losses running over many years, and which 
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amounted to $1000 per month during the time in 1929 it wa3 
operated. No detailed statement can be made as there i 
no one employed. 

The corporation did not thereafter file Federal income 
tax returns. 

16 After 1929, the corporation had no full-time end 
plovees and disposed of most of its equipment peace 

meal. Most of the business of the corporation after 1929 
consisted of casual sales on orders received. 

Gross sales amounted to $1,624.70 in 1929 and in each o:c 
the years 1930 to 1937, inclusive, averaged approximately 
$350.00, which was less than the cost of the goods sold. 

In the minutes of the meeting of the Board of Directors 
of the Delaware corporation held February 5, 1935, it is 
reported that petitioner conferred in Wilmington concern)- 
ing the surrender of the corporate charter and was advise^ 
that the charter could not be surrendered and discharged 
until all debts of the corporation were satisfied. 

From 1925 to 1937, inclusive, petitioner advanced to or 
paid in behalf of the corporation sums aggregating $76,- 
649.06. Of this amount $55,696.51 represented payment^ 
on accounts which petitioner had guaranteed. Other ex¬ 
penditures in behalf of the corporation went for operat¬ 
ing expenses. In the fall of 1937, the outstanding liabilities 
of the Delaware corporation having been liqudated, an ap¬ 
plication for a certificate of dissolution was made and, on 
December 18, 1937, the Secretary of the State of Delawar^ 
issued a certificate of dissolution. 

In his individual income tax returns for the year 1925 t 
1937, inclusive, petitioner claimed deductions aggregatin 
$55,696.51 for losses sustained by reason of payment of a. 
counts of the corporation which he had guaranteed. Of 
the total stated, deductions aggregating $16,164.97 wer^ 
disallowed. 

The petitioner claimed in his income tax return a deduc ¬ 
tion for loss on the shares of San-I-Sal Laboratories, Inc. 
in the sum of $20,863.50. The cost of the shares to peti¬ 
tioner was not less than that amount. 



14 

The shares of stock owned by petitioner in San-I-Sal 
Laboratories, Inc. became worthless prior to the calendar 
year 1937. 

Opinion 

Arundell: It was with high hopes that petitioner 
launched this enterprise in the early 20’s. Starting as an 
individual business, it was, in January 1923, incorporated. 
A large advertising campaign vras immediately undertaken. 
The results were disappointing, but the advertising agency 
of George Batten which had undertaken the campaign was 

i optimistic over the business’ future and expressed its de¬ 
sire to become a partner in it. To that end a new corpora- 

' tion, the San-I-Sal Laboratories, Inc., was organized under 
the laws of Delaware, on September 18, 1924. Substan¬ 
tially one-half of the capital stock of the new company was 
issued to nominees of the George Batten Company and 
one-half to petitioner. 

In less than a year and in May 1925, the George Batten 
interests were discouraged and ready to quit. They there¬ 
upon arranged to transfer their stock interest in the Dela¬ 
ware corporation, together with their claims against the 
corporation which were in excess of $138,000, to petitioner 

i for $12,500 payable in installments over a number of years. 
This was done and petitioner again found himself the sole 
stockholder. Deficits were consistent from the beginning 
and continued uninterrupted throughout the company’s 
life. By 1929, San-I-Sal Laboratories, Inc. had in every 

i substantial way folded up and petitioner, in making the 
company’s income tax return for that year, reported that 

the business was suspended and discontinued and 
17 had no employees. From that date there was no 

serious operation of the business and its liabilities 
had reached the point where they were many times its as¬ 
sets. The company managed a bare existence through small 
sums paid into it each year by petitioner. All this time 
petitioner was attempting to settle the company’s liabilities, 
on some of which he was personally liable. In 1935 he tried 
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to have the corporation dissolved but was advised by the j 
Delaware authorities that this could not be done so long 
as the corporation had outstanding obligations. When dis¬ 
solution finally came in 1937, San-I-Sal Laboratories, Inc. 
was an empty shell. 

A taxpayer has no choice as to when he will deduct a loss 
for income tax purposes. The loss must be taken in the 
year in which it is sustained and at no other time and this 
means the year in which these shares in every substantial 
and realistic way become worthless. It is true that a mere 
fluctuation in value is not enough and there must be some 
happening to fix the time. That such an event occurred 
many years before 1937 seems self-evident from the facts [ 
as they appear in this record. It was a substantial part of ! 
petitioner's proof to establish that these shares had a value 
at the beginning of 1937. Mark D. Eagleton, 35 B. T. A. 
551, affd. 97 Fed. (2d) 62. In order for shares to become 
worthless within a year, they must have had value at the 
beginning of the year. No evidence was offered to estab¬ 
lish this fact and it seems evident that none could have been 
offered. 

The determination of the respondent is approved. 

Decision will be entered under Rule 50. 

Entered: March 18, 1942. 

18 Decision 

Pursuant to the memorandum findings of fact and opin¬ 
ion of the Board entered March 18, 1942, the respondent 
herein on June 30, 1942 filed a recomputation of tax and 
the petitioner on July 21, 1942 filed an agreement to such 
recomputation. Now, therefore, it is 

Ordered and Decided: That there is a deficiency in in¬ 
come tax for the calendar year 1937 in the amount of 
$3,134.16. 

(Signed) C. R. ARUNDELL. 
Member 

Entered: Jui 22 1942 
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19 Endorsed: United States Board of Tax Appeals 
Filed Oct 17 1942 

Stipulation 

It is hereby stipulated and agreed by and between the 
attorneys for the respective parties hereto that the Peti¬ 
tioner herein may appeal from the decision of the United 

! States Board of Tax Appeals, entered herein on July 22, 
1942, to the United States Court of Appeals for the Dis¬ 
trict of Columbia. 

20 Endorsed: United States Board of Tax Appeals 
Filed Oct 17 1942 

Petition for Review and Assignment of Error 

To the Honorable Judges of the United States Court of 
Appeals for the District of Columbia: 

Now Comes Herbert W. Smith, the Petitioner herein, by 
his attorney, Stanley Suydam, and respectfully shows: 

I. 
Jurisdiction 

That he is the Petitioner named herein; that he is a citi¬ 
zen of the United States, with an office and place of business 
in the City and State of New York; that he filed his Fed¬ 
eral income tax return for the year 1937 with the Collector 
of Internal Revenue at Miami, Florida, whose office is lo- 

' cated at Miami, Florida, within the judicial circuit of the 
I United States Circuit Court of Appeals for the Fifth Cir¬ 

cuit, but that pursuant to the law in such cases provided, 
the Petitioner and the Respondent herein have stip- 

' 21 ulated that the decision of the United States Board 
of Tax Appeals, review of which is hereby sought, 

may be reviewed by this Court. 
The Petitioner herein files this Petition pursuant to the 

provisions of Section 1141 and 1142 of the Internal Reve¬ 

nue Code. 
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Prior Proceedings. 

On the 15th day of July, 1941, the Commissioner of In¬ 
ternal Revenue, the Respondent, determined a deficiency 
in Federal income tax liability against the Petitioner, for 
the year 1937, in the sum of $3,214.66, and sent to the Peti¬ 
tioner, by registered mail, a Notice of said deficiency, in 
accordance with the existing Internal Revenue Laws. 
Thereafter, and on the 11th day of October, 1941, the Peti¬ 
tioner filed an appeal from the said determination of the 
Commissioner, with the United States Board of Tax Ap¬ 
peals. 

The case was duly tried on November 4, 1941, and the 
Board promulgated its “Memorandum Findings of Fact 
and Opinion” on the 18th day of March, 1942, pursuant to 
which, on July 22, 1942, the Board entered its Decision 
herein, wherein and whereby it was ordered and decided 
that there was a deficiency in income tax for the year 1937, 
in the sum of $3,134.16. From this Decision the Peti¬ 
tioner appeals. 

m. 
Nature of Controversy 

The Petitioner paid the sum of $20,863.50 for certain 
shares of the stock of the San-I-Sal Laboratories, Inc., and 

these shares having become worthless during the cal- 
22 endar year 1937, the Petitioner deducted the cost 

thereof from his gross income in computing net in¬ 
come for the taxable year 1937. 

The Commissioner of Internal Revenue, the Respondent 
herein, disallowed this deduction and accordingly deter¬ 
mined a deficiency in income tax for the year 1937. From 
this determination the Petitioner appealed to the United 
States Board of Tax Appeals, and after trial the Board 
affirmed the determination of the Commissioner of Internal 
Revenue, holding and deciding that the shares of stock 
owned by the Petitioner in San-I-Sal Laboratories, Inc., be¬ 
came worthless prior to the calendar year 1937, and the 
Board entered its Decision accordingly. 
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IV. 

Assignment of Errors 

The Petitioner avers that in the Record and Proceedings 
before the United States Board of Tax Appeals, in the 
“Memorandum Findings of Fact and Opinion” and Deci¬ 
sion rendered and entered by the United States Board of 
Tax Appeals, manifest error occurred and intervened to 
the prejudice of the Petitioner, who now assigns the fol¬ 
lowing errors, and each of them which he avers occurred 
in said Record, Proceedings, Findings of Fact and Opinion, 
and final Decision, so rendered and entered by the United 
States Board of Tax Appeals. 

The United States Board of Tax Appeals erred: 
1. In holding and deciding that the loss sustained by the 

Petitioner on account of his investment in the stock of the 
San-I-Sal Laboratories, Inc., was not sustained in the year 
1937. 

2. In failing to hold that the Petitioner’s invest- 
23 ment in the stock of the San-I-Sal Laboratories, 

Inc., was lost to Petitioner in the year 1937. 
3. In finding as a fact that “The shares of stock owned 

by the Petitioner in San-I-Sal Laboratories, Inc. became 
worthless prior to the calendar year 1937.” 

4. In basing its Opinion upon the “Finding of Fact” re¬ 
ferred to in the paragraph last preceding. 

5. In holding and in deciding that there was a deficiency 
in income tax for the year 1937 in the sum of $3,134.16. 

6. In not holding and in not deciding that there was no 
deficiency in income tax for the year 1937. 

Wherefore, the Petitioner petitions that the Decision of 
the United States Board of Tax Appeals be reviewed by the 
United States Circuit Court of Appeals for the District 
of Columbia; that a transcript of the Record be prepared 
in accordance with the law and with the Rules of said 
Court and transmitted to the Clerk of said Court for filing, 
and that proper action be taken to the end that the errors 
complained of may be reviewed and corrected by said 

Court. 
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In the United States Court of Appeals for the 
District of Columbia 

No. 8423 

Herbert W. Smith, petitioner 

v. 

Guy T. Helvering, Commissioner of Internal Revenue 

RESPONDENT 

ON PETITION FOR REVIEW OF THE DECISION OF THE UNITED, 
STATES BOARD OF TAX APPEALS 

BRIEF FOR THE RESPONDENT 

OPINION BELOW 

The only previous opinion is that of the United States Board 
of Tax Appeals (R. 8-15),1 which is unreported. 

JURISDICTION 

This appeal involves income tax for the calendar year 1937 
and is taken from a decision of the Board of Tax Appeals en¬ 
tered July 22, 1942, (R. 15), determining a deficiency of $3,- 
134.16. The case is brought to this Court by petition for 
review, filed October 17.1942 (R. 17-18), pursuant to the pro¬ 
visions of Sections 1141 and 1142 of the Internal Revenue Code.j 

QUESTION PRESENTED 

Whether the finding .of the Board of Tax Appeals that tax¬ 
payer’s stock became worthless prior to the taxable year is 
supported by substantial evidence. 

1 “R” references are to pages in the appendix to taxpayer’s brief setting 
forth portions of the record. 

(1) 
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STATUTE AND REGULATION INVOLVED 

Revenue Act of 1936, c. 690, 49 Stat. 1648: 
Sec. 23. Deductions from gross income. 

(e) Losses by individuals.—In the case of an indi¬ 
vidual. losses sustained during the taxable year and 
not compensated for by insurance or otherwise— 

* # * * # 
(2) if incurred in any transaction entered into for 

profit, though not connected -with the trade or business; 
or 

* » * * * 
Treasury Regulations 94, promulgated under the Revenue 

Act of 1936: 
Art. 23 (e)-4. Shrinkage in value of stocks.—A per¬ 

son possessing stock of a corporation can not deduct 
from gross income any amount claimed as a loss merely 
on account of shrinkage in value of such stock through 
fluctuation of the market or otherwise. The loss allow¬ 
able in such cases is that actually suffered when the stock 
is disposed of. If stock of a corporation becomes worth¬ 
less, its cost or other basis as determined and adjusted 
under section 113 is deductible by the owner for the 
taxable year in which' the stock became worthless, pro¬ 
vided a satisfactory showing is made of its worthlessness. 
Federal or State authorities incident to the regulation of 
banks and certain other corporations may require that 
stock be charged off as worthless or written down to a 
nominal value. If, in any such case, the basis of the re¬ 
quirement is the worthlessness of the stock, such charg¬ 
ing off or writing down will, for income tax purposes, be 
considered prima facie evidence of worthlessness; but 
if the charging off or writing down is due to market fluc¬ 
tuations, or if no reasonable attempt has been made to 
determine worthlessness, no deduction for income tax 
purposes of the amount so charged off or written down 
can be allowed. For dealers in securities see article 22 
(c)-5. For limitations on deductions for losses from 
sales or exchanges of capital assets generally, including 
stocks and bonds, see section 117. 



3 

STATEMENT 

The facts found by the Board of Tax Appeals are substan-! 
tially as follows: 

Taxpayer filed his return for the taxable year with the Col- j 
lector of Internal Revenue for the District of Florida. 

In 1922, having applied for a patent on a bath salts formula 
that he had invented, taxpayer undertook to market his prod¬ 
uct in a personal capacity, advancing approximately $10,000 
to the business in that year. (R. 9.) 

In January, 1923, taxpayer organized a corporation under 
the laws of the District of Columbia to carry on the business. 
The name of the corporation was San-I-Sal Laboratories, and 
taxpayer was the sole beneficial stockholder. On August 21, 
1923, taxpayer was granted a patent on his formula which he 
assigned to San-I-Sal Laboratories. (R. 9.) 

San-I-Sal Laboratories continued to operate until Septem- j 
ber 22, 1924, during which time taxpayer advanced to it ap¬ 
proximately $36,000. The corporation became indebted 
during the same period to the George Batten Company, an ad¬ 
vertising agency, in the approximate amount of $80,000. 
(R. 9.) 

In 1924, the George Batten Company decided to participate 
in the business and it was instrumental in organizing a Dela¬ 
ware corporation known as San-I-Sal Laboratories, Inc. This 
company was incorporated on September 18. 1924, to pur¬ 
chase and acquire the business of the District of Columbia 
corporation, and was authorized to issue 2,000 shares of no 
par value stock, consisting of 1,000 shares of Class A stock and 
1,000 shares of Class B stock. On September 22, 1924, the 
assets of the District of Columbia corporation were transferred 
to the Delaware corporation, which latter company, incident 
to the transfer, assumed the liabilities of the former. Approx¬ 
imately one-half of the stock of the Delaware corporation was 
issued to members of George Batten Company and the re¬ 
maining shares were issued to taxpayer and his designees. 
(R. 9-10.) 

The balance sheet of the Delaware corporation, as set forth 
in its federal income tax return for the period September 24 
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to December 31, 1924, disclosed that on the latter date the 
corporation held current assets in the amount of $64,806.45. 
Machinery and equipment were valued at $3,131.14 and patents 
were carried at $80,500. Its liabilities amounted to $151,352.92. 
(R. 10.) 

In May, 1925, the George Batten Company terminated its 
relationship with the corporation. At that time the corpor¬ 
ation was indebted to the George Batten Company to the ex¬ 
tent of $138,843.32 for cash advances and advertising expendi¬ 
tures. In consideration of notes aggregating $12,500, the 
George Batten Company assigned to taxpayer on that date the 
amount of the indebtedness due it from the corporation and 
transferred to taxpayer the shares of stock it held in the latter 
corporation. Thereafter, taxpayer owned substantially all the 
corporation’s stock. (R. 10.) 

In 1925, the corporation employed a firm to carry on a house- 
to-house campaign for the sale of San-I-Sal products. The 
canvassers sold demonstration-size packages that had a re¬ 
demption value of the price paid when presented at a drug store 
in the purchase of a regular size package. (R. 11.) 

The balance sheet of the corporation at December 31, 1926, 
as set forth in its federal income tax return for the calendar 
year 1926, disclosed assets of $105,361.71 (which included an 
item of $80,500 for patents), and current liabilities of 
$179,551.81. Beneath the balance sheet appeared the follow¬ 
ing remarks (R. 11): 

The trial balance figures are large in proportion to 
small volume of business because they are carried over 
from a much too elaborate system of bookkeeping. The 
San-I-Sal Laboratories is engaged in making and dis¬ 
tributing several new products to the retail drug trade. 
Originally started on a nation-wide basis, in three years 
it lost $350,000.00. The principal business is now local 
and does not run $500.00 a month. The difference 
necessary for its maintenance is now furnished by H. W. 
Smith. The business is not yet on a paying basis. A 
simpler set of books is being set up. 



The total assets of the corporation on December 31, 1927, 
as disclosed by the balance sheet set forth in its federal income 
tax return for 1927, amounted to $7,607.49. Its liabilities, 
apart from capital stock, aggregated $204,747.86. The return 
for that year contained the following statement (R. 11): 

This business has been operated at a heavy loss since 
1923. The present basis of operation is small and the 
heavy liabilities accrued during earlier years. The 
business is kept going by advances from H. W. Smith, 
president and principal stockholder. This will explain 
the large balance sheet figures in proportion to small 
volume of business. 

The assets of the corporation at December 31, 192S, as dis¬ 
closed by the balance sheet set forth in its federal income tax 
return for the calendar year 1928. were valued at $6,988.22. 
The return carried a statement similar to that in the 1927 
return. (R. 11.) 

The gross sales, loss on sales, and total operating deficiency 
of San-I-Sal Laboratories, Inc. and its predecessor for the year 
1923 to 1928, inclusive, were as follows (R. 12): 

Gross Sales Loss on Sales 
Total Operat¬ 

ing Loss 

1925. $23,914.66 

19a 476.40 

$8,316.25 $20,103.92 

57,099.57 1924. 57.099.57 

1925. 57.644.04 65,674.72 65,674.72 

1926. 19.459.92 12,232.95 63.474.71 

1927. 4,426.44 6,027.27 12.131.95 

1928. 5,039. S7 5.113.30 10,215.53 

At a meeting of the Board of Directors of the Delaware cor¬ 
poration held March 30,1929, taxpayer suggested the following 
plan “in order to conserve the remaining assets and retire the 
liabilities of the corporation'’: 

1. That all raw materials be made up into finished products 
and packed for shipment. 

2. That house to house sales effort be discontinued. 
3. That further manufacture within our own laboratory be 

restricted to part time. 
4. That a new location at lower rental be sought. 
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• 5. That arrangements be sought with creditors for extension 
of time of payments, in order to liquidate in full. (R. 12.) 

At a July 5, 1929, meeting of the board of directors of the 
corporation, it was reported that a part of the building occu¬ 
pied by the corporation had been released, leaving a net 
monthly rental of $10, that all employees had been laid off 
except the secretary and chemist, and that all perishable raw 
materials had been manufactured into finished goods packaged 
for distribution. (R. 12.) 

The corporation’s federal income tax return for the year 
1929, filed on March 15, 1930, was sworn and subscribed to by 
taxpayer, as president. It contained no figures or computa¬ 
tions, but bore on its face the following statement (R. 12-13): 

This business suspended and discontinued early in 
1929 after continued losses running over many years, 
and which amounted to $1000 per month during the 
time in 1929 it was operated. No detailed statement 
can be made as there is no one employed. 

The corporation did not thereafter file a federal income tax 
return. (R. 13.) 

After 1929, the corporation had no full-time employees and 
disposed of most of its equipment. Most of its business after 

! 1929 consisted of casual sales on orders received. Gross sales 
i amounted to $1,624.70 in 1929 and in each of the years 1930 
to 1937, inclusive, averaged $350, which was less than the cost 
of the goods sold. (R. 13.) 

In his individual income tax returns for the years 1925 to 
1937, inclusive, taxpayer claimed deductions aggregating 
$55,696.51 for losses sustained by reason of payment of ac¬ 
counts of the corporation that he had guaranteed. Of the total 

I stated, deductions aggregating $16,164.97 were disallowed. 
(R. 13.) 

Taxpayer claimed in his individual income tax return for 
1937 a deduction for loss on the shares of the corporation in 
the amount of $20,863.50. The Commissioner disallowed this 
deduction. (R. 13.) The Board of Tax Appeals found that 
the shares of stock became worthless prior to the calendar year 
1937 (R. 14) and, accordingly, sustained the Commissioner. 
(R. 15.) 



7 

SUMMARY OF ARGUMENT 

Taxpayer had the burden of proving that the stock actually 
became worthless in 1937, the taxable year. The finding of the 
Board of Tax Appeals that the stock in question became worth¬ 
less prior to 1937 is supported by substantial evidence and 
therefore is conclusive on appeal. 

ARGUMENT 

The finding of the Board of Tax Appeals that the stock in 
question became worthless prior to the taxable year is sup¬ 
ported by substantial evidence and is conclusive here 

Certain well-defined principles of law govern the question 
whether taxpayer is entitled to the deduction claimed: First, 
inasmuch as deductions are a matter of legislative grace, the 
burden was upon taxpayer to prove his right to such deduc¬ 
tion. White v. United States, 305 U. S. 281, 292; New Colonial 
Co. v. Helvering, 292 U. S. 435. Secondly, since the Commis¬ 
sioner has ruled that the deduction for the claimed loss cannot 
properly be taken in 1937, “his ruling has the presumption of 
correctness and the petitioner has the burden of proving it to 
be wrong.” Welch v. Helvering, 290 U. S. 111. 115. Thirdly, 
deductions due to worthlessness of stock may be taken only in 
the year when the loss actually is sustained. Lucas v. American 
Code Co., 280 U. S. 445; Mahler v. Commissioner, 119 F. 2d 
869 (C. C. A. 2d); Bartlett v. Commissioner, 114 F. 2d 634, 
638 (C. C. A. 4th). Taxpayer therefore had the burden of prov¬ 
ing that the stock in question had some intrinsic or potential 
value at the end of the calendar year 1936, and that it became 
worthless in 1937, the taxable year. San Joaquin Brick Co. v. 
Commissioner, 130 F. 2d 220 (C. C. A. 9th); Keeney v. Com¬ 
missioner, 116 F. 2d 401 (C. C. A. 2d); Morton v. Commissioner, 
112 F. 2d 320 (C. C. A. 7th); Jones v. Commissioner, 103 F. 2d 
681 (C. C. A. 9th); Hobby v. Commissioner, 97 F, 2d 731 
(C. C. A. 5th); Eagleton v. Commissioner, 97 F. 2d 62 (C. C. A. 
8th). 

It is well settled that the determination of when stock be¬ 
comes worthless is a question of fact. San Joaquin Brick Co. 
v. Commissioner, supra; Suffolk Securities Corp. v. Helvering, 
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128 F. 2d 743 (C. C. A. 2d); Hall v. Commissioner, 128 F. 2d 
180 (C. C. A. 7th); Jones v. Commissioner, supra. As such, 
the finding by the Board in the instant case that taxpayer's 
stock became worthless prior to the year in which the deduc¬ 
tion was claimed, is conclusive upon this court if supported 
by substantial evidence. Wilmington Trust Co. v. Commis¬ 
sioner, 316 U. S. 164,168; Hall v. Commissioner, supra; Linda- 
bury v. Commissioner, 121 F. 2d 446 (C. C. A. 3d); Hull's 
Estate v. Commissioner, 124 F. 2d 503 (C. C. A. 2d), certiorari 
denied, 316 U. S. 690. 

It is immaterial that the record may contain evidence that 
conflicts with the Board’s findings. Such evidence, while 
relevant before the Board, is beside the point here, so long as 
the record also contains evidence that supports the Board’s 
determination. Taxpayer can not—as in truth he is attempt¬ 
ing to do—retry before this Court a question of fact which the 
Board decided against him. It is elementary that it is not 
the province of the Court of Appeals, in reviewing a decision 
of the Board of Tax Appeals, to weigh conflicting inferences or 
to reach an independent conclusion upon the probative facts. 

We submit that the finding by the Board that taxpayer’s 
stock became worthless prior to the taxable year is not only 
supported by substantial evidence, but is the only finding which 
could reasonably have been made by the Board in the light of 
evidence presented.2 

San-I-Sal Laboratories, Inc., was organized in September, 
1924, after it became apparent that its predecessor, the District 
of Columbia Corporation, was a definite failure as a financial 
venture. (R. 9, 10, 14.) In May, 1925, the George Batten 
Company, which had supplied most of the new capital (Ex. 9), 
terminated its relationship with the corporation and assigned 
the $138,843.32 indebtedness owed it by the corporation to tax¬ 
payer in return for his personal notes in the amount of $12,500. 
(R. 10.) According to the statement attached to its 1926 
return the corporation lost $350,000 during the first three years 

* Although the Board did not make an affirmative finding as to when the 
stock did become worthless, it was under no duty to do so. It is sufficient 
that it found the stock became worthless prior to the taxable year. Keeney 
v. Commissioner, supra, p. 403, and Cass v. Helvering, S3 F. 2d S41 (C. C. 
A. 8th). 
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of its operation. (R. 11.) It never operated at a profit. 
(R. 12, 13.) In 1926, and in each year thereafter, taxpayer 
claimed and was allowed deductions for worthless debts on his 
individual income tax returns by reason of payment of accounts 
of the corporation which he had guaranteed. (R. 13.) The 
corporation’s gross sales decreased from $190,476.40 in 1924, 
to $4,426.44 in 1927. (R. 12.) By December 31, 1927, the 
corporation was hopelessly insolvent, its liabilities exceeding 
its assets (which were valued at $7,507.49), by almost $200,000. 
(R. 11.) In March, 1929, a course of action was agreed upon 
which forestalled early dissolution of the corporation. (R. 
12.) All raw materials on hand were packaged and manu¬ 
factured, operations were thereafter discontinued. (R. 12.) 
After 1929, the corporation had no full time employees, and 
and leased building space only for storage purposes. (R. 12.) 
According to taxpayer’s own statement on the corporation’s 
income tax return for 1929, the business “suspended and dis- 
discontinued early in 1929.” (R. 12.) The casual sales that 
the corporation made in 1930, and in each year thereafter, 
averaged about $350. (R. 13.) Taxpayer’s principal concern 
in these years was the liquidation of the corporation’s debts, 
and the corporate charter was not surrendered prior to 1937, 
only because the debts of the corporation were not completely 
liquidated until that year. (R. 14-15.) 

It is not necessary that liquidation be completed before a 
stockholder may claim his loss where the facts indicate that 
the loss occurred prior to liquidation. Hobby v. Commis¬ 
sioner, supra; Industrial Rayon Corp. v. Commissioner, 94 F. 
2d 383 (C. C. A. 6th); Gowen v. Commissioner, 65 F. 2d 923 
(C. C. A. 6th), certiorari denied, 290 U. S. 687; Forbes v. Com¬ 
missioner, 62 F. 2d 571 (C. C. A. 4th); Royal Packing Co. v 
Commissioner, 22 F. 2d 536 (C7C. A. 9th). A fortiori stock 
in a corporation may be worthless prior to actual dissolution 
and surrender of the corporate charter. Darling v. Commis¬ 
sioner, 49 F. 2d 111 (C. C. A. 4th), certiorari denied, 283 U. S 
866; Dalton v. Bowers, 56 F. 2d 16 (C. C. A. 2d), affirmed, 287 
U. S. 404; Ludlow Valve Mfg. Co. v. Durey, 62 F. 2d 508 
(C. C. A. 2d); Williams v. Commissioner, (B. T. A.), unre¬ 
ported memorandum opinion of June 22, 1940, affirmed per 
curiam, 122 F. 2d 1021 (C. C. A. 2d). 
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Hopeless insolvency, such as existed in the instant case since 
1928, has been held to prove worthlessness of the capital stock 

i of the corporation. Janowsky v. Commissioner, 18 B. T. A. 
1039, appeal dismissed, 56 F. 2d 1006 (C. C. A. 10th); Darling 
v. Commissioner, supra; Forbes v. Commissioner, supra; 

■ Peters v. United States, 10 F. Supp. 145 (C. Cls.). 
The fact that the corporation in the instant case continued 

! to dispose of merchandise on hand until its final dissolution 
during the taxable year, is not proof that the stock did not 

i become worthless until the taxable year. Cass v. Commissioner, 
i supra. The operations of the corporation subsequent to 1929 

were not those of a going concern, but consisted merely of 
i casual sales of insignificant amounts of merchandise. See Com- 
I munity Bond & Mortgage Corp., 27 B. T. A. 480, affirmed, 74 

F. 2d 727 (C. C. A. 2d); Monmouth Plumbing Supply Co. v. 
United States, 4 F. Supp. 349. (S. D. Fla.) Cessation of active 
operation by an insolvent corporation clearly betokens worth¬ 
lessness of its capital stock. Eagleton v. Commissioner, supra. 

I Operation at a loss for a prolonged period is further decisive 
i of worthlessness. Squier v. Commissioner, 68 F. 2d 25 (C. C. A. 

2d). Taypayer kept the corporation alive only because Dela- 
i ware law forbade the surrender of the corporation’s charter 

until all of its debts had been liquidated. 
We contend that the record adequately supports the Board’s 

i finding that the stock in question became worthless prior to the 
taxable year. Indeed, the conclusion is inescapable that the 
stock had become worthless several years prior to 1937. 

CONCLUSION 

We believe the decision of the Board of Tax Appeals is correct 

and should be affirmed. 
Respectfully submitted, 

Samuel O. Clark, Jr., 
Assistant Attorney General. 
Sew all Key, 
A. F. Prescott, 

William A. Clineburg, 
Special Assistants to the Attorney General. 
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